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OFFICE BUILDINGS AS INVESTMENTS 


N the average city it will be impossible to build new office buildings until the 
| net income of existing buildings rises very materially. This is shown quite 

strikingly by the chart below which appeared first in the November 1947 Real 
Estate Analyst. This chart has been brought up to date from the latest figures 
compiled by the National Association of Building Owners and Managers on principal 
| office buildings throughout the United States, The replacement cost figures are our 
| own, 


On this chart the years 1925 to 1929 were years in which much office building 
construction was being done and are, therefore, assumed to be years in which the 
relationship of net operating income to construction costs was favorable and pro- 


® & vided an incentive for the investment of capital. 


The solid black line on the chart shows the fluctuations which have come in the 
construction cost levels for office building erection, The solid red line shows the 
| (cont, on page 268) 
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(cont. from page 265) 
net operating income of office buildings as reported by the National Association of 
Building Owners and Managers, This has been increasing rapidly since 1942, but 
not so rapidly on a percentage basis as construction costs, Asa result, the rela- 
tionship of net income to construction costs at the present time is only 40 per cent 
as high as it was in the 1925 to 1929 period, 


It seems to me that from here on out there is a strong probability that net in- 
come on office buildings will increase faster than construction costs, with a re- 
sulting gain in our incentive line (the dashed line on the chart), The bast indication, 
however, of the very low relationship at the present time would be the fact that if 
we attempted to restore the relationship of the past and were to assume that con- 
struction costs would drop in the future, in order to return the relationship of the 
late twenties the following changes in replacement costs and in net operating in- 
come would be necessary: 


If replacement cost deCreaseS .......cseeeees 40% 30% 20% 10% 
Net operating income must increase ....... 45% 67% 92% 116% 


It seems improbable that replacement costs on office building construction will 
drop by very large percentages in the period ahead, although I will concede the 
possibility of, let us say, a 25 per cent drop, Even if this were to come about, it 
would be necessary for the net operating income of existing buildings to rise by 
about 80 per cent above its present level, if the same relationship is to be restored 
which existed in the late twenties when so much new building was being done, 


I am also of the opinion, however, that it will not be necessary to restore this 
old relationship in order to start new building because of the difference in interest 
rates. In the twenties many of the buildings which were built were built with 8 per 
cent money, I think that a gross rate of not more than 5-1/2 per cent could be used 
as an average figure for new large buildings constructed at the present time, In 
view of this difference in rate, it seems to me that the present relationship of net 
operating income to construction costs is probably somewhere around 60 to 65 per 
cent high enough to provide incentive, 


Of course, there are always office building projects of a more or less monu- 
mental nature which go forward regardless of economic incentives, These build- 
ings are not good investments at the time they are built but, unfortunately, they 
affect the amount of space available on the market and, accordingly, the values of 
existing buildings, 


The double spread in this bulletin shows office building vacancy in all principal 
cities, and a study of the individual charts will show that practically all cities are 
almost entirely out of available office space, If no new building in quantity takes 
place in the immediate future, the very tight occupancy situation will contribute 
rather rapidly to increased square foot rates, 
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